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INVESTMENT FUNDS 


ROWTH of mutual investment funds during the past 

decade has been spurred by a trend toward mass par- 
ticipation in the stock market without parallel since the 
boom of the late 1920s. The forces underlying the new 
movement, however, differ from those at work 30 years 
ago. Many individuals of small or moderate means took 
flyers in the market then in expectation of quick profits. 
Today’s average-man purchaser of stocks is more of an 
investor than a speculator. He regularly puts a part of 
his savings into common stocks for the purpose of accumu- 
lating and safeguarding personal funds over a long period. 


The main factor responsible for entry of new investors 
into the stock market of late has been inflation. Belief 
that the purchasing power of the dollar will continue to 
decline is widespread. As a result, many people feel that 
the only way to protect the real value of their savings is 
to invest them in common stocks which, if wisely selected, 
may be expected to show a dollar appreciation equal to or 
in excess of any rise in the general price level. This form 
of investment, in contrast to investment in preferred stocks, 
bonds, or other fixed-income securities, accordingly has 
been gaining in popularity as a method of providing for 
future financial needs. 


However, investment in common stocks, now as always, 
involves some degree of risk. Even if the market is headed 
for an over-all, long-term rise, there is no certainty that 
shares of a particular company will follow the upward 
trend. Amateur investors are rarely able to pick judi- 
ciously from 20,000 or more public issues available in the 
various exchanges and in over-the-counter markets. But 
a well-managed investment fund affords such investors a 
relatively safe way to get in position to participate in the 
financial gains produced by an expanding economy. 


Investment companies—both the older investment trusts 
and the newer mutual funds—offer persons of modest 
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means an opportunity to pool savings and obtain benefits 
from diversified investment that are not open to individual 
investors unless of large means. Diversification is the 
classic method by which an investor attempts to balance 
losses by gains. The theory is that, in a generally rising 
market, the stocks in a carefully selected portfolio will 
show gains which outstrip any losses. In a falling market, 
moreover, net losses in such a portfolio are likely to be 
smaller than if the total sum invested had been put into 
the shares of a few companies. 


ADVANTAGES OF FUNDS TO SMALL INVESTORS 

By purchasing shares in an investment fund, an indi- 
vidual in effect participates in a cooperative investment 
program. The pooled money is invested in a number of 
ways but chiefly in common stocks. Each investor shares 
the cost of managing the fund and shares the profits (or 
losses) according to the size of his contribution to the pool 
when his holdings are liquidated. 


The investment fund appeals to small investors because 
it makes diversification possible even when the amounts 
invested are not large. The smallest investment may be 
spread over more than a hundred different corporations 
and a dozen different industries. So-called accumulation 
plans, moreover, make it as convenient to add regularly to 
one’s holdings in an investment fund as to deposit money 
in a savings bank. 


A major advantage of buying shares in an investment 
fund is that it enables the investor in effect to employ the 
services of a professional management team. Investing in 
securities is a highly technical specialty in which relatively 
few persons are skilled. Although an amateur trader in 
stocks may occasionally make a killing, he is just as apt 
to find himself in the position of a lamb brought to 
slaughter. Even if an individual thoroughly understands 
stock market operations, he is not likely to have the time 
or resources for the continuing study and analysis of eco- 
nomic and financial developments, of market behavior, and 
of company-by-company performance and plans which are 
necessary for successful investment. 


A wealthy man may engage an investment counseling 
firm either to take over the whole job of investing his 
money or to advise him on what securities to buy or sell. 
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The man of small or moderate means cannot afford such 
individual service, but he can share with numerous others 
the cost of an investment facility designed to meet the 
needs of individuals and families in circumstances similar 
to his own. The investment company is such a facility. 


FUNDS FOR DIFFERENT INVESTMENT OBJECTIVES 


There are various types of investment companies, and 
the small investor can choose the one best suited to his 
requirements. He may select a company whose funds are 
invested primarily in stocks which pay generous dividends 
and so are a satisfactory source of current income, or a 
company whose funds are invested mainly in stocks of 
growing companies which pay relatively low dividends but 
whose shares are expected to increase substantially in value 
as business expands. Some investment plans are designed 
to build up a fund which will produce retirement income; 
others are scheduled to accumulate over a specified period 
the funds needed to finance a child’s educatio:. 


A person who utilizes the services of an investment com- 
pany does not necessarily relinquish all independent judg- 
ment in selecting investments. If he wants to concentrate 
his holdings in a particular industry, he can choose a fund 
which follows that policy. Companies like the Atomic 
Development Mutual Fund, the Television-Electronics 
Fund, the Chemical Fund, and the Missiles-Jets and Auto- 
mation Fund are of this type; as a rule, the management of 
such a fund includes technical specialists in the particular 
field as well as investment specialists. A more conserva- 
tive approach is taken by the so-called balanced funds, 
whose holdings at all times include not only common stocks 
but also preferred stocks, bonds, and other fixed-income 
securities. 


The most popular investment companies are the diversi- 
fied common stock funds. They may at times put money 
into government or other bonds, or convert stock or bond 
holdings into cash when such a course seems advisable, but 
they are chiefly interested in maintaining a large portfolio 
of growth stocks.! Holdings of all investment companies 
shift as their managers take advantage of market oppor- 
tunities to buy or sell for the purpose of strengthening the 
position of the investment fund. 


1Growth stocks are those of companies in industries which have good prospects of 
profiting from the anticipated increase in population, higher productivity, and new 
technological advances, and which plow back a large part of earnings. 
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CLOSED AND OPEN-END FUNDS; SPECIAL FEATURES 


Structurally, there are two types of investment company: 
the closed-end and the open-end. The investment policies 
and objectives are much the same in each case, but organi- 
zation and capital set-up differ. The closed-end fund, 
which is the older form of investment trust, is a corpora- 
tion with a fixed number of shares outstanding; its assets 
may consist not only of common stocks but also of bonds 
and preferred stocks, and it may borrow from banks on 
occasion. Investors buy shares of closed-end companies 
when they are first offered or buy them in the open market 
from owners who wish to sell. The price paid, as in the 
case of stock of other corporations, depends not only on 
the net asset value (that is, the total assets of the company 
divided by the number of outstanding shares) but also on 
the supply and demand situation at time of purchase.” 


The more popular form of investment company today is 
the open-end or mutual fund. There is no limit to the 
number of shares issued by a mutual fund, and hence no 
limit to the potential accumulation of assets by the com- 
pany. Mutual fund shares are not traded in the manner 
of other securities. New shares are purchased directly 
from the company or from a security dealer, and the trans- 
action may be handled by mail. When a shareholder wishes 
to dispose of his shares, he simply turns them back to the 
company, which is obligated to redeem them at any time 
at a price exactly reflecting the current net asset value. 
The net asset value moves up or down with the rise or fall 
of prices of securities in the fund’s portfolio. 


Mutual funds are popular with small investors because 
they offer a relatively simple way to build up an investment 
account and to make additions to it as a budgeted family 
expense. An accumulation plan may be initiated in some 
investment companies with as small a sum as $20; a few 
companies require a minimum of $1,000 as a starter, but 
the most common “down payment” is around $250. Subse- 
quent payments, which may be made regularly or intermit- 
tently or not at all, may be as little as $10 to $25 in many 
companies. 


An investor may enter into a contractual arrangement 
to make regular monthly or quarterly payments to a fund 


2 Closed-end company shares may be purchased at a discount (that is, below net 
asset value) when security prices are low, or at a premium (above net asset value) 
when security prices are high. 
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over a specified period, usually ten years, and in some com- 
panies insurance may be taken to cover balances due if the 
investor dies before payments are completed. However, the 
arrangement may be terminated at any time and the ac- 
cumulated shares redeemed at their current value. Regular 
payments of a fixed amount of money, rather than regular 
purchases of a fixed number of shares, are encouraged both 
as a measure of thrift and because the investor thereby gets 
the advantage of dollar cost averaging. This means that 
in the course of a year the cost per share will average out 
at somewhere between the high and low prices prevailing 
during that time in a fluctuating market; the investor will 
simply receive more shares for his payment in months when 
net asset values and therefore prices are down, and fewer 
shares in months when prices are up. 


Investors may choose to receive dividends monthly or 
quarterly, or they may arrange for automatic reinvest- 
ment of dividends. Some companies will make provision 
to pay a shareholder a fixed amount monthly, which is 
drawn from share earnings or from the principal of the 
investment to the extent that earnings are not sufficient to 
make up the agreed amount. Another arrangement is to 
have a certain number of shares sold each month while 
leaving dividends in the account for reinvestment. Plans 
of the latter kind are framed to meet the needs of persons 
with relatively large holdings who look to an investment 
fund to provide supplementary income rather than to in- 
crease the size of an estate. 


LOADING CHARGES ON PURCHASES OF FUND SHARES 


The least attractive aspect of investing in mutual fund 
shares is its cost. The purchaser of shares pays a so-called 
“loading charge,’”’ which under law may not exceed 9 per 
cent of the price per share. The charge, which varies 
among the companies, averages around 8 per cent but is 
lower when large investments are made. Brokers’ com- 
missions for transactions on the exchanges denend on mar- 
ket prices and number of shares purchased and range 
from 1 to 6 per cent, but an independent investor has 
to pay the brokerage fee when he sells as well as when 
he buys stock; the mutual fund purchaser pays no fee when 
he redeems shares. Persons who buy stock under the 
monthly investment plan of the New York Stock Exchange 
are required to make a minimum purchase of $40 worth 
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of stock monthly or quarterly and pay a commission of 
6 per cent when they buy and another 6 per cent when 
they sell. 


The loading charge on purchase of mutual fund shares 
is the equivalent of a marketing charge, covering commis- 
sions paid to both retail and wholesale security dealers. 
Investment companies assert that the charge does not differ 
from the hidden sales charge in the cost of life insurance, 
which averages 12 to 25 per cent.2 The marketing fee on 
mutual fund shares is regarded as a legitimate charge be- 
cause it contributes indirectly to building up fund assets 
to the point needed to derive maximum benefits from ef- 
ficient management. Some mutual funds cut the loading 
charge by selling, not through security dealers, but directly 
through their own regional offices or through the mails. 


One company substantially reduces loading charges by 
taking another sales approach. American Diversified 
Mutual Securities, Inc., enlists group subscribers—em- 
ployees of a corporation or members of a union or other 
organization—and pools for diversified investment the 
funds they subscribe. The principle behind this venture is 
similar to that of the credit union, which serves a specific, 
limited-membership group. 


Brokerage fees paid by a mutual fund on its purchases 
and sales of stock constitute a large part of its cost of doing 
business. However, the fund pays the low rates applicable 
on large transactions. The total cost of managing a fund 
is limited by statute to 1 per cent of net assets, and the 
expenses of most funds are well under that allowance. 


A complaint sometimes brought against mutual funds is 
that, by minimizing risk through diversification, they also 
minimize the prospect of large gains. Some persons think 
that over-diversification can be a weakness by tending to 
prevent fund earnings from rising above the general aver- 
age of the market. Small investors, however, tend to 
prefer minimal risk. Some investment companies state 
frankly in their sales literature that they are not for for- 
tune-hunters but for investors who seek a steady but modest 


rise in assets in line with the growth of the national 
economy. 





* About 45 per cent of the first year’s premium on ordinary life insurance goes to 
the agent, while 9.5 per cent is the agent's share over the next nine years. 





Growth of Pooled Investment Plans 


UNTIL the 1920s, the average American paid little atten- 
tion to stock market trading as a possible means of im- 
proving his personal fortunes. As a review of investment 
companies has pointed out: “Common stock investment was 
considered highly speculative prior to World War I; in- 
vestors of moderate means confined their investments 
largely to mortgages, real estate, savings accounts, insur- 
ance policies, annuities, bonds and preferred stocks. The 
speculative boom in stocks that marked the years 1927-29 
and the aggressive selling organizations that marketed in- 
vestment trust shares had not begun.” 4 


Many Americans had had no experience with securities 
until they bought World War I Liberty Bonds. That initi- 
ation of the general public into the mysteries of investment 
processes readied many persons to enter the stock market 
as prosperity gathered headway in the postwar decade; 
then the development of a boom psychology put almost 
everyone on the hunt for quick and easy profits. This led 
to a dramatic rise in prices of common stocks, made pos- 
sible largely by extravagant use of credit. The financial 
industry, attracted to the new source of capital opened up 
by public interest in stocks, formed hundreds of invest- 
ment trusts which drew sizable accumulations of funds 
from small investors. This money played an appreciable 
part in promoting the speculative mania which gripped the 
country between 1926 and 1929. 


INVESTMENT TRUSTS AND ABUSES IN THE 1920s 


The investment companies which provided the model for 
the early American investment trusts were closed-end cor- 
porations, formed to raise capital to finance expansion of 
industry and commerce in the early years of the industrial 
revolution. They had a particularly strong growth after 
1860 ® in England, where they played an important role in 
support not only of home industry but also of commercial 
enterprises throughout the British Empire. 


The investment trust idea did not take hold in the United 
*Stanley D. Ryals and David F. Cox, Investment Trusts and Funds From the 
Investors’ Point of View (1953), p. 30. 


5 The first modern investment trust was organized by King William of Belgium in 
1822. Known as the Societe Generale de Belgique, the fund eventually became a 
holding company with substantial interests in basic national industries. 
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States until some decades later and its early growth was 
slow. At the end of 1923, this country had only 15 invest- 
ment trusts with a combined invested capital of $15 million. 
But between 1926 and 1929 the number of active invest- 
ment companies increased from 160 with assets of less than 
$1 billion to 675 with assets of more than $7 billion. Ninety- 
five per cent of investment trust assets in the year of the 
stock market crash was held by closed-end companies. 


This phenomenal growth ended with the stock market 
disaster. Mergers greatly reduced the total number of 
investment companies. Continued decline of stock prices 
in the early 1930s caused assets to shrink further and cus- 
tomers for new shares were hard to find. However, some 
of the companies survived the lean years and managed to 
improve their position by astute dealings in the depressed 
market. A number of the pre-crash funds are still oper- 
ating, and thriving, today. Many of the newer companies 
are patterned after the open-end funds which did relatively 
well through the crisis. 


Investigations of the securities markets in the 1930s by 
the Senate Banking and Currency Committee and the Se- 
curities and Exchange Commission exposed many of the 
abuses and laxities in trust management which had been 
in part responsible for the severity of losses. The Senate 
group noted the following shortcomings in particular: 
Many companies failed to diversify their stock holdings 
sufficiently to protect their position; some of the manage- 
ments manipulated funds to their own rather than to share- 
holder advantage; there was no standardized charge sys- 
tem to guard against excessive fees. 


Freedom from regulation in the 1920s had left the way 
open to many abuses. In some instances promoters of in- 
vestment funds, by issuing large amounts of non-voting 
stock, gained control over great sums of money with rela- 
tively little cash outlay of their own. In one case a hundred 
thousand shares held by the promoters gave them voting 
control of a two-million-share issue whose sale had brought 
in more than $50 million. Some promoters used investment 
trust assets to gain control of very large commercial and 
industrial enterprises. 


Some of the closed-end companies speculated with money 
borrowed over and above the funds supplied by share- 
holders; when the speculations turned out badly, creditors 
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had first call on the fund’s assets and the shareholders 
suffered corresponding losses. By no means all of the in- 
vestment trusts engaged in such practices, but it was plain 
that regulation was needed. 


RECENT RISE OF MUTUAL FUNDS; SIZE oF FUNDS 


Even though legislation checked mishandling of inves- 
tors’ money, public faith in investment funds had been 
shaken. The funds did not regain popularity until after 
World War II. The recent growth has been entirely in 
open-end companies; the number of closed-end companies 
has steadily declined. 


The National Association of Investment Companies esti- 
mated on Jan. 1 that its 173 member companies (24 closed- 
end, 149 open-end) held assets at the end of 1958 totaling 
more than $14 billion, compared with slightly under $10 
billion at the end of 1957. One-third of the increase was 
attributed to investment of new money by shareholders and 
two-thirds to market appreciation of portfolio securities. 
Open-end company assets had increased from $8.7 billion 
to $12.7 billion during the year. 


The number of mutual (open-end) funds and the size 
of their holdings have risen steadily since 1941, when the 
68 mutual funds then in the association had combined assets 
of less than $1 billion. The number of closed-end members 
has declined from 43 in 1941 to 24 today, but their total 
assets have increased from $523 million to $1.5 billion. It 
has been estimated that investment companies of both kinds 
hold together approximately 3.5 per cent of the entire 
available supply of listed securities.® 


Mutual fund members of the National Association of 
Investment Companies reported that they had more than 
3.6 million shareholder accounts at the end of 1958, com- 
pared with 3.1 million a year earlier and with approxi- 
mately one million in 1948. The number of closed-end 
company accounts had increased slightly in the past year 
to about 260,000. Because some shareholders have accounts 
in several companies, the totals are larger than the actual 
number of investors, which is believed to be around 1.7 
million or one in every six investors in the United States. 


Although investment funds occupy a relatively small 


*Charles F. Eaton, Jr., report to Investment Bankers Association of America 
eonvention, Bal Harbour, Fla., Nov. 30-Dec. 5, 1958. 
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place in the investment field as a whole, there are indica- 
tions that they are on the eve of great expansion. The 
total number of funds is growing and now exceeds 250. 
More than a dozen new mutual funds were formed last 
year, some by old-line investment houses. Among the new- 
comers were the One William Street Fund, founded by 
Lehman Brothers, and the Lazard Fund, organized by the 
firm of Lazard Fréres. The rush to invest through the new 
funds was so great that within a few months One William 
Street became one of the dozen largest open-end companies 
in the country, while the Lazard Fund had to increase its 
initial limited offering several times to satisfy the demand.’ 


Barron’s recently attributed the “mushrooming popular- 
ity of mutual funds” to the stock market boom and to pro- 
motional efforts of brokerage houses; brokers were said to 
be counting on fees of $100 million a year from fund ac- 
tivities. One sign of fund strength is an increase in the 
number of accumulation accounts. That development has 
led some enthusiasts to suggest that the mutual funds may 
be at the stage where insurance companies were half a 
century ago when they were beginning to build up holdings 
which have now grown to enormous proportions. Nearly 
a quarter of a million new accumulation accounts were 


opened last year, for a total of 870,000, which is nearly 
double the number at the end of 1956. 


Another favorable sign is that even in the recession the 
number of fund shares sold was larger than the number 
redeemed.® Still another is the wide geographical distri- 
bution of shareholders. In normal times in the past most 
purchasers of common stocks lived near the major ex- 
changes; fund investors live in all parts of the country.° 


Considerable optimism over the future of mutual funds 
was displayed at a mutual fund sales convention held last 
October in Chicago. One speaker estimated that assets 
would grow to more than $40 billion in ten years and the 
number of shareholders possibly to ten million. “I believe 


™Lazard Fund combines the features of both closed and open-end funds; it will 
not offer shares continuously but will redeem shares at any time. 


* Armon Glenn, “Popular Investments,” Barron's, Sept. 1, 1958, p. 5. 


*The mutual fund redemption rate, as a proportion of year-end assets, was 4 per 
cent in 1958 as against 4.7 per cent in 1957, according to the National Association of 
Investment Companies. 

% National Association of Investment Company figures for 1957 show the following 
distribution of share sales that year: New Eneland. 7 per cent; Middle Atlantic, 24 
per cent; East North Central, 14 per cent; West North Central, 13 per cent; South 
Atlantic, 10 per cent; East South Central, 8 per cent; West South Central, 4 per 
cent; Mountain, 4 per cent; Pacific, 20 per cent; territories and foreign, 1 per cent. 
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the time will come when Mr. Average Citizen will invest 
his savings in mutual funds just as readily as he has been 
buying life insurance during the past 50 years.” ™ 


INSTITUTIONAL INVESTORS AND INVESTMENT CLUBS 


Although small investors are the backbone of the mutual 
fund industry, they are not the only holders of shares in 
the funds. An increasing number of well-to-do individuals 
are using investment funds as a safe and convenient invest- 
ment facility that minimizes bookkeeping and tax return 
chores. And there is a growing use of investment funds 
by institutions and trustees. 


Lifting of legal bans against investment in common stocks 
by trustees and other fiduciaries has encouraged use of 
investment funds by institutions. Colleges and universi- 
ties, feeling the inflationary bite, were among the first 
institutions to invest in common stocks, some by the use 
of mutual funds. According to Arthur Weisberger & Co., a 
leading authority on investment fund developments, the 
trend toward “the commingling of trust accounts” has 
grown in recent years, and it is likely that there will be a 
“steady and pronounced increase in the number of trust 
accounts which are partly or entirely placed in some form 
of commingled fund.” !2 


Statutes of many states have been revised to allow in- 
vestment of trust funds in common stock. According to 
Weisberger, 23 states now permit purchase of investment 
company shares by fiduciaries, and 18 others operate under 
the “prudent man rule,” '* which in effect permits the same 
thing. A survey by the National Association of Investment 
Companies a year ago showed that more than $600 million 
in mutual share funds was then held by fiduciaries, institu- 
tions, foundations, pension and profit-sharing plans, unions, 
insurance companies, and other institutional investors. 


A related form of pooled investment which has been gain- 
ing momentum is the investment club in which a group 
of individuals bands together (usually as a partnership) 


“Louis H. Whitehead, summary of convention address, Investment Dealers’ Digest, 
Nov. 10, 1958, p. 8. 


42 Arthur Weisberger & Co., Investment Companies 1958 Edition, p. 67. 


%3 The prudent man rule was stated by Justice Samuel Putnam in 1830: “All that 
can be required of a trustee ... is that he shall conduct himself faithfully and 
exercise a sound discretion. He is to observe how men of prudence, discretion and 
intelligence manage their own affairs, not in regard to speculation but in regard to 
the permanent disposition of their funds, considering the probable income as well as 
the probable safety of the capital to be invested.”"—-Harvard College v. Amory, 
9 Pick. 446 (1830). 
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for joint investment of their funds. The investment club 
may either exercise its own members’ judgment on how 
to invest or it may engage the services of an investment 
counselor. The National Association of Investment Clubs 
was organized in 1951. At its eighth annual convention in 
Chicago, Nov. 7-8, 1958, the association reported that there 
were approximately 17,000 investment clubs in the United 
States with an aggregate membership of about 225,000 
individuals; they invested around $3.7 million monthly. 


The monthly investment plan of the New York Stock 
Exchange, though not utilizing the pooling principle, en- 
courages small investors by enabling them to buy stocks 
of their choice on the installment plan. An individual can 
open a pay-as-you-go account with any broker who is a 
member of the exchange by agreeing to deposit anywhere 
from $40 to $1,000 every month or every quarter. As soon 
as the money is paid in, it is used to buy shares of any 
listed stock or to help liquidate the balance due on shares 
already purchased for an investor’s account. More than 
$112 million had been invested under the plan when it cele- 
brated its fifth birthday on Jan. 25, 1959. Of 163,000 
accounts opened in the five-year period, 82,400 had been 
completed or terminated, leaving 80,600 currently active. 
Nearly 37,000 accounts, the largest number started in any 
year to date, were opened in 1958. 


Factors SPURRING EXPANSION OF STOCK OWNERSHIP 


The recent growth of investment funds has reflected 
renewed public confidence in common stocks and an almost 
universal expectation of continued inflation..4 The stock 
market boom of 1958, which raised prices to successive 
all-time highs, gave mutual funds their biggest year. The 
most potent sales argument for the funds was supplied 
by a review of the movement of stock prices over the years 
since 1942. This showed an over-all upward trend despite 
frequent fluctuations and several sharp downturns. The 
Dow-Jones index of industrial stock prices moved from a 
low of 93 in mid-1942 to 584 at the end of 1958. During 
the same period the purchasing power of the dollar was 
cut about in half. The two factors—fear of inflation and 
confidence in the economy as reflected in the stock market— 


“G. Keith Funston, president of the New York Stock Exchange, in a speech be- 
fore the Minneapolis Junior Chamber of Commerce last Dec. 16, said increased trad- 
ing on the exchange indicated worry over the prospect of continued inflation. He 
added that “whether or not such fear is unreasonable . . . is beside the point” so 
far as market activity is concerned. 
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have encouraged buying of common stocks by middle-income 
individuals in preference to investing in bonds or other 
securities bringing a fixed percentage return. 


Another factor bearing on growth of investment funds is 
the increase in family income, and particularly the great 
increase in the number of middle-income families whose 
earnings exceed living expenses by an amount sufficient 
to leave ample margin for long-term investment. The 
Federal Reserve Board’s 1958 survey of consumer finances 
noted that “Consumer income, financial assets and debts 
have all grown rapidly and more or less steadily since 
World War II.” 5 Personal income now is at an all-time 
peak, even after allowing for increases in the cost of 
living with consequent depreciation of the dollar. 


The number of families in the $4,000-$15,000 income 
group rose from 19.6 million to 31.9 million from 1947 to 
1957, and the proportion of such families to the total 
population increased from 48 to 59 per cent. The per- 
centage of the total population having incomes of at least 
$7,500 tripled in the same period. 


The Federal Reserve Board noted that ownership of cor- 
porate stock appeared to have become more widespread. 
Approximately 11 per cent of all spending units reported 
owning shares of publicly traded stock in 1957, compared 
with about 8 per cent in 1953. The New York Stock 
Exchange conducted a survey in 1956 which showed that 
approximately 8.6 million individuals owned stock. Sylvia 
Porter, financial columnist, has predicted that another 
Exchange survey, now under way, will show a one-third 
increase in that number. More than one-half of adult 
shareholders are in the under-$7,500 income class.1 


Record of Fund Shares as Investments 


MANY AMERICANS today are considering for the first 
time whether to put a part of their savings into common 
stock and, if so, whether to do this as an independent 
investor or turn the job over to an investment company. 


ane Financial Position of Consumers,” Federal Reserve Bulletin, September 
1958, p. 1027. 


16 Sylvia Porter, “Your Money’s Worth,” Washington Star, Jan. 6, 1959. 
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Whatever the decision, there will be an element of risk. 
Most financial advisers, including the investment companies 
themselves, recommend investment in common stocks only 
for families which have a steady income in excess of living 
costs; cash in the bank to meet emergencies; and sufficient 
insurance to protect the family. In this way, a family 
in effect diversifies its assets, accepts a reasonable amount 
of risk, and is not likely to be called upon to liquidate its 
stock investment at an unfavorable time. 


REDUCTION OF RISKS BY REGULATION OF MARKETING 


Popular confidence in today’s investment funds is 
strengthened by federal laws and regulations which have 
eliminated abuses that caused such severe losses to inves- 
tors a generation ago. The laws and regulations, however, 
offer no guarantees against loss. Federal statutes govern- 
ing securities markets—chiefly the Securities Act of 1933, 
the Securities Exchange Act of 1934, and the Investment 
Company Act of 1940—serve primarily to protect investors 
against fraud, misrepresentation, and certain practices 
which would be detrimental to the welfare of shareholders. 
But the Securities and Exchange Commission, in a descrip- 
tion of its activities, states: 


It should be understood that the securities laws were designed 
to facilitate informed investment analysis and prudent and dis- 
criminating decision by the investing public, and that it is the 
investor and not the Commission who must make the ultimate 
judgment of the worth of the securities offered for sale. ... 
Assuming proper disclosure of the financial and other information 
essential to informed investment analysis, the Commission cannot 
bar the sale of securities which such analysis may show to be of 
little or no value.17 


Referring specifically to investment companies, S.E.C. 
cautions: “It is important for investors to understand that 
the Commission does not supervise the investment activities 
of these companies and that regulation by the Commission 
does not imply safety of investment in such companies.” 


The full disclosure of investment company facts and 
figures in financial reports, as required by the law, has 
prompted many fund officials to say they operate in a “gold- 
fish bowl.” The law has many provisions to limit use of the 
money of shareholders for unwarranted speculation or for 


7 Securities and Exchange Commission, The Work of the Securities and Exchange 
Commission, Apr. 1, 1958, p. v. 
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the undue profit of the operators of a fund. Registered 
investment companies'* are subject to numerous regula- 
tions affecting their management, capital structure, and 
affiliations. With certain exceptions, the companies may 
not purchase securities on margin or engage in short selling, 
and changes in investment or operating policies cannot 
be made except by majority vote of shareholders. Govern- 
ment regulations are buttressed by standards of the Na- 
tional Association of Security Dealers; expulsion from the 
association for malpractice may cost a fund its status with 
the Securities and Exchange Commission and in effect 
force it out of business. 


Most mutual funds are registered as “diversified” com- 
panies under the 1940 act. This means that at least 75 
per cent of their assets must be so distributed that not 
more than 5 per cent is invested in a single corporation. 
Not more than 10 per cent of the voting shares of another 
corporation may be owned by such investment funds; this 
is designed to prevent them from becoming holding com- 
panies for other enterprises. 


To qualify for special treatment under the Internal Rev- 
enue Code, a mutual fund must distribute at least 90 per 
cent of its annual net income to shareholders; at least 
90 per cent of its gross income must be derived from 
dividends, interest and gains from the sale of stock or 
securities ; and no more than 30 per cent of its gross income 
may come from sale of stocks or securities held for less 
than three months. A qualified mutual fund is not taxed 
as a corporation on its profits from investments; the only 
tax is that paid by shareholders on their dividends, which 
are taxed as income, and on their profits from sale of se- 
curities, which are taxed as capital gains. 


PROFIT EXPERIENCE OF INVESTMENT FUND SHARES 


Financial returns to shareholders vary from company 
to company, depending not only on the acumen of manage- 
ment but also on the investment objectives of the different 
funds. On the whole, the record has been favorable, if only 
because the trend of the market has been generally upward. 
According to the latest Weisberger report, compiled as of 
Sept. 30, 1958, gains in net assets per share for 52 diversi- 
fied common stock mutual funds have averaged 634 per cent 


%% Registration with the S.E.C., which subjects an investment company to S.E.C. 


regulations, is compulsory for companies engaging in interstate commerce or selling 
shares by mail. 
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since 1948. The increase has amounted to 253 per cent 
since 1948 and to 109 per cent since 1953. The rise is 
roughly comparable to the over-all movement of stock 
prices. The Dow-Jones industrial average stood at about 
120 at the opening of the year 1943, reached 290 at the 
beginning of 1953, and started to climb into the 500s in the 
autumn of 1958. 


When the stock market declined in 1957, the value of 
assets of virtually all of the 52 diversified mutual funds 
also declined, the drop averaging 9 per cent. In the same 
year, the New York Times average of 50 stocks declined 
21.1 per cent. When the market picked up in 1958, assets 
of the 52 mutual funds recorded gains in value ranging in 
the first nine months of the year from 17 to 48 per cent; 
the combined average gain amounted to 27 per cent. Weis- 
berger reports covering 13 investment companies specializ- 
ing in growth stocks showed that the value of their assets 
per share fell 12 per cent in 1957 but rose 29 per cent in 
the first nine months of 1958, for a total gain since Jan. 1, 
1943 of 713 per cent. 


The record of mutual funds in the depression is often 
cited to demonstrate their strength in a weak market. 
None of the open-end companies in existence during the 


1930s took the heavy losses that were incurred by some 
of the over-capitalized closed-end companies. Although 
assets of the mutual funds shrank with the decline in value 
of the stocks in their portfolios, the declines were smaller 
than in the market as a whole. According to Weisberger, 
“In every known case, dividends were paid throughout the 
depression.” 


PRESENT PROSPECTS VS. OUTLOOK IN PRE-1929 ERA 


Past performance of the investment companies does not 
necessarily foreshadow the course of future earnings. The 
stock market boom of recent months, reflecting a high 
demand for common stocks relative to supply, has caused 
some market specialists to sound a note of caution. Current 
prices of stocks reflect not only current values but also to 
some extent anticipated future gains; thus a buyer in effect 
pays in advance for a part of the profit expected in future 
years. A Forbes columnist recently warned against “mass 
hysteria to own common stock,” noting the possibility that 
“America’s attempts to protect itself against inflation may 
only have succeeded in inflating the market itself”; 10 per 
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cent of current stock prices was attributed to “inflationary 
fears.” '® 


Others have sought to allay fears that the same dangers 
are inherent in today’s boom as in that of the late 1920s. 
G. Keith Funston, president of the New York Stock Ex- 
change, recently decried the “myth” of a parallel between 
the two periods. In favor of today’s investor, he said, was 
the narrowing of credit margins. Investors, including in- 
vestment companies, of 30 years ago could and did purchase 
stock with only a 10 per cent down payment, whereas now 
a buyer must put up at least 90 per cent in cash” and 
mutual funds are usually forbidden to buy on margin. Fun- 
ston added: “The presence in the market of professionally 
managed financial institutions—trustees for other people’s 
money—lends a steadying influence.” *! 


INFLUENCE OF INVESTMENT FUNDS ON STOCK MARKET 


It used to be feared that activities of institutional inves- 
tors, including the investment funds, would have disturbing 
effects on stock market prices, causing an inflationary rise 
when buying was heavy or a dangerous decline if the funds 
unloaded their holdings. Recent studies indicate, however, 


that institutional investors actually have had a stabilizing 
effect, chiefly because their stock holdings are widely dis- 
persed and because they are not sensitive to the emotional 
shifts between optimism and pessimism which grip indi- 
vidual investors. Normally the funds buy.and sell less 
frequently than individual traders. 


The Magazine of Wall Street recently commented that 
“The relative role of institutional demand in causing the 
inflation of stock prices has been exaggerated; that of other 
professional operators and individual speculators has not 
been sufficiently emphasized.” 22. A survey of market trans- 
actions in the first half of 1958 showed that net stock pur- 
chases by investment companies were at an annual rate 
equal to that of 1956 and 25 per cent below that of 1957, 
while net purchases by individuals were 43 per cent above 
the 1956 rate and 54 per cent above the 1957 rate. 


1 Sidney B. Lurie, “The Market Outlook,” Forbes, Dec. 15, 1958, p. 33. 


™® The Federal Reserve Board on Oct. 15 increased margin requirements for stock 


market transactions from 70 per cent to 90 per cent to stem heavy stock trading and 
slow down the price rise. 


21 Speech, Minneapolis Junior Chamber of Commerce, Dec. 16, 1958. 


2A. T. Miller, “Rationalization of the Stock Market Looking to Early 1959,” 
Magazine of Wall Street, Dec. 20, 1958, p. 275. 
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Another study of the impact of institutional buying on 
the stock market predicted that in future it was likely 
to promote still greater price stability, which would “greatly 
enlarge the market for equity capital and could be the basis 
for a major increase in the volume of new common stock 
financing.” 2 Institutional investors, including the funds, 
were given credit for having supplied large amounts of 
new equity capital in the years following World War II, 
when new money was in great demand and other sources of 
capital were limited. “In a very real sense . . . the insti- 
tutional investor has filled the shoes of the wealthy indi- 
vidual as an important supplier of new equity money.” 


Meanwhile, the growth of investment company holdings 
has raised questions about the effect of sheer size on the 
safety of investments. Although it is generally recognized 
that a fund can be too small to carry the heavy costs of 
sound management counsel, experience with mutual funds 
so far has given no indication of how big a fund can get 
without becoming unwieldy. The Securities and Exchange 
Commission has contracted with the Wharton School of 
Finance and Commerce of the University of Pennsylvania 
to conduct a fact-finding survey to help the commission 
determine whether the current growth threatens to create 
problems which would require remedial legislation. 


“Roger F. Murray, “Institutional Influences on the Stock Market,” Analysts 
Journal, May 1958, p. 15. 








